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N o tic e  to  P r a c t i t i o n e r s
C e r ta in  R ea l E s t a t e  L end ing  A c t i v i t i e s  o f  F in a n c ia l  I n s t i t u t i o n s
F in a n c ia l  i n s t i t u t i o n s ,  p a r t i c u l a r l y  s a v in g s  and lo a n  
a s s o c i a t i o n s ,  i n c r e a s in g ly  a re  e n te r in g  in to  r e a l  e s t a t e  a c q u i ­
s i t i o n ,  d e v e lo p m e n t, o r  c o n s t r u c t io n  ("ADC” ) lo a n s  on w hich th e y  
have  v i r t u a l l y  th e  same r i s k s  and p o t e n t i a l  rew ard s  as th o s e  o f 
ow ners o r j o i n t  v e n tu r e r s .  AcSEC b e l i e v e s  t h a t ,  in  some i n ­
s t a n c e s ,  a c c o u n tin g  fo r  such  a rra n g e m e n ts  as lo a n s  may n o t be 
a p p r o p r i a t e  and i s  p ro v id in g  g u id a n c e  in  t h i s  n o t i c e  to  a s s i s t  
p r a c t i t i o n e r s  in  d e te rm in in g  th e  p ro p e r  a c c o u n tin g .
A rrangem en ts  on w hich AcSEC h a s  n o te d  p o t e n t i a l  p rob lem s 
a re  u s u a l ly  s t r u c tu r e d  so t h a t  th e  le n d e r  p a r t i c i p a t e s  in  e x ­
p e c te d  r e s i d u a l  p r o f i t  on th e  u l t im a te  s a l e  o r u se  o f th e  p ro ­
j e c t .  E x p ec ted  r e s i d u a l  p r o f i t  i s  th e  amount o f  p r o f i t ,  
w h e th e r c a l l e d  i n t e r e s t  o r a n o th e r  name, above a r e a s o n a b le  
am ount o f  i n t e r e s t  and fe e s  e a rn e d  by th e  le n d e r  p lu s  p r o f i t  
f o r  th e  b u i l d e r 's  e f f o r t s .  The e x te n t  o f  such p r o f i t  p a r t i c i p ­
a t i o n s  and t h e i r  form s v a ry .  A s im p le  form m igh t be one in  
w hich th e  c o n t r a c t u a l  i n t e r e s t  on a condom inium  p r o j e c t  i s  
c o n s id e re d  to  be a f a i r  m ark e t r a t e ,  th e  e x p e c te d  s a l e s  
p r i c e s  a re  s u f f i c i e n t  to  c o v e r a t  l e a s t  p r i n c i p a l  and a c c ru e d  
i n t e r e s t ,  and th e  le n d e r  s h a r e s  in  an a g re e d  p r o p o r t io n ,  fo r  
ex am p le , 20%, 50%, o r 90%, o f  any p r o f i t  on s a l e  o f  th e  u n i t s .
A s l i g h t l y  d i f f e r e n t  form  o f  a rra n g em e n t may p ro d u ce
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a p p ro x im a te ly  th e  same r e s u l t .  For exam p le , th e  i n t e r e s t  
r a t e  may be s e t  a t  a l e v e l  h ig h e r  th a n  in  th e  p re c e d in g  
c a s e ,  and th e  le n d e r  may r e c e iv e  a s m a lle r  p e rc e n ta g e  o f 
any p r o f i t  on s a l e s  o f  u n i t s .  T hus, a g r e a t e r  p o r t io n  o f  
th e  e x p e c te d  s a l e s  p r i c e  i s  r e q u i r e d  to  c o v er th e  co n ­
t r a c t u a l  a c c ru e d  i n t e r e s t ,  le a v in g  a s m a lle r  amount to  be 
a l l o c a t e d  betw een  th e  le n d e r  and th e  ow ner. In  th o s e  c i r ­
c u m s ta n c e s , th e  l e n d e r 's  s h a re  o f  e x p e c te d  r e s i d u a l  p r o f i t s  
may be a p p ro x im a te ly  th e  same as in  th e  p re c e d in g  c a s e .  The 
same r e s u l t  may a ls o  o c c u r i f  th e  i n t e r e s t  r a t e  i s  s e t  a t  a 
s u f f i c i e n t l y  h ig h  l e v e l  and th e  le n d e r  does n o t s h a re  in  a 
p r o p o r t io n  o f  p r o f i t  on s a l e  o f  th e  u n i t s .  A no ther v a r i ­
a t i o n  m ig h t be one in  w hich th e  le n d e r  s h a r e s  in  g ro s s  
r e n t s  o r n e t  c a sh  flow  from a com m erc ia l p r o j e c t ,  fo r  
ex am p le , an o f f i c e  b u i ld in g  o r an a p a r tm e n t com plex .
Beyond th e  l e n d e r 's  p a r t i c i p a t i o n  in  e x p e c te d  
r e s i d u a l  p r o f i t s ,  th e s e  ADC a rra n g e m e n ts  u s u a l ly  have 
m ost o f  th e  fo l lo w in g  c h a r a c t e r i s t i c s :
•  The le n d e r  com m its to  p ro v id e  a l l  o r 
s u b s t a n t i a l l y  a l l  n e c e s s a r y  funds to  
a c q u i r e  th e  p r o p e r ty  and to  co m p le te  
th e  p r o j e c t .  The b o rro w e r h as  t i t l e  
t o ,  b u t  l i t t l e  or no e q u i ty  i n ,  th e  
u n d e r ly in g  p r o p e r ty .
•  The le n d e r  fu n d s  th e  lo a n  commitment 
o r o r i g i n a t i o n  f e e s  o r b o th  by i n ­
c lu d in g  them  in  th e  amount o f th e
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lo a n .  O f te n , th e  t r a n s a c t i o n  i s  s t r u c tu r e d  
to  m axim ize th e  im m ed ia te  o r e a r l y  r e c o g ­
n i t i o n  o f such  f e e s  as incom e.
•  The le n d e r  c o m p le te ly  fu n d s i n t e r e s t  d u r in g  
th e  term  o f th e  lo a n  by ad d in g  th e  i n t e r e s t  
to  th e  lo a n  b a la n c e .
•  The lo a n  i s  s e c u re d  o n ly  by th e  ADC p r o j e c t .  
The le n d e r  h as no r e c o u r s e  to  o th e r  a s s e t s  
o f  th e  b o rro w e r , and th e  b o rro w e r does n o t 
g u a ra n te e  th e  d e b t .
•  In  o rd e r  fo r  th e  le n d e r  to  re c o v e r  th e  i n ­
in v e s tm e n t in  th e  p r o j e c t ,  th e  p r o p e r ty  
m ust be s o ld  to  in d e p e n d e n t t h i r d  p a r t i e s ,  
th e  b o rro w e r m ust o b ta in  r e f in a n c in g  from  
a n o th e r  s o u r c e ,  o r th e  p r o p e r ty  m ust be 
p la c e d  in  s e r v i c e  and g e n e r a te  s u f f i c i e n t  
n e t  c a sh  flow  to  s e r v i c e  d e b t p r i n c i p a l  
and i n t e r e s t .
•  The a rra n g e m e n t i s  s t r u c t u r e d  so  t h a t  
f o r e c lo s u r e  d u r in g  th e  p r o j e c t ' s  d e v e lo p ­
m ent i s  u n l ik e ly  b e c a u se  th e  b o rro w er
i s  n o t  r e q u i r e d  to  fund any paym ents un­
t i l  th e  p r o j e c t  i s  c o m p le te  an d , t h e r e ­
f o r e ,  th e  lo a n  c a n n o t become d e l in q u e n t .
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AcSEC b e l i e v e s  t h a t  th e  fo l lo w in g  f a c t o r s  te n d  to  change 
th e  n a tu r e  o f th e  r i s k s  and rew ard s  o f  an a rra n g e m e n t t h a t  o th e r  
w ise  may be s i m i l a r  to  a r e a l  e s t a t e  in v e s tm e n t .  Those f a c t o r s  
sh o u ld  be c o n s id e re d  a s  i n d i c a t i o n s  t h a t  th e  r i s k s  and rew ard s  
a r e  s i m i l a r  to  th o s e  e x p e c te d  to  be a s s o c ia t e d  w ith  a lo a n :
•  The b o rro w e r h a s  a s u b s ta n t iv e  e q u i ty  i n ­
v e s tm e n t in  th e  p r o j e c t  t h a t  i s  n o t funded 
by th e  l e n d e r .  The in v e s tm e n t may be in  
th e  form o f c a sh  paym ents by th e  b o rro w er 
o r c o n t r i b u t i o n  by th e  b o rro w er o f lan d  
(w ith o u t  c o n s id e r in g  v a lu e  e x p e c te d  to  be 
added by f u tu r e  d ev e lo p m en t o r c o n s t r u c t i o n ) ,
o r  o th e r  c o n t r ib u te d  a s s e t s ,  o r ,  d u r in g  
c o n s t r u c t i o n ,  a r e a s o n a b le  c o m p en sa tio n
fo r  th e  b u i l d e r ’ s e f f o r t s  n o t funded by 
th e  l e n d e r .  ( I f  th e  f i n a n c i a l  i n s t i t u t i o n  
i s  th e  s e l l e r  of th e  p r o p e r ty ,  g a in  r e c o g ­
n i t i o n ,  i f  an y , sh o u ld  be d e te rm in e d  by 
r e f e r e n c e  to  FASB S ta te m e n t No. 6 6 .)
•  The le n d e r  h a s  r e c o u r s e  to  s u b s ta n t iv e  n e t
a s s e t s  o f th e  b o rro w e r o th e r  th a n  th e  ADC 
p r o j e c t  o r th e  b o rro w e r h a s  p ro v id e d  an 
i r r e v o c a b le  l e t t e r  o f  c r e d i t  to  th e  le n d e r
fo r  th e  f u l l  amount o f  th e  lo a n  and th e
e n t i r e  te rm  o f  th e  lo a n .
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•  A ta k e  o u t com m itm ent fo r  th e  f u l l  amount 
o f  th e  f i n a n c i a l  i n s t i t u t i o n ' s  lo a n ( s )  h as  
been  o b ta in e d  from  a s u b s t a n t i a l ,  in d e p e n d e n t 
t h i r d  p a r t y .  Take o u t com m itm ents o f t e n  a re  
c o n d i t i o n a l .  I f  s o , th e  c o n d i t io n s  m ust be 
r e a s o n a b ly  a t t a i n a b l e .
•  N o n c a n c e l la b le  s a l e s  c o n t r a c t s  o r l e a s e  com­
m itm en ts  a re  c u r r e n t l y  in  e f f e c t  t h a t ,  on 
c o m p le tio n  o f  th e  p r o j e c t ,  w i l l  p ro v id e  s u f ­
f i c i e n t  n e t  c ash  flow  to  s e r v i c e  norm al lo a n  
a m o r t iz a t io n ,  t h a t  i s ,  p r i n c i p a l  and i n t e r e s t .
I f ,  a f t e r  c o n s id e r in g  a l l  o f  th e  f a c t o r s  a s s o c ia t e d  w ith  a 
p a r t i c u l a r  a rra n g e m e n t, th e  r i s k s  and rew ard s  a re  deemed to  be sim­
i l a r  to  th o s e  o f  an in v e s tm e n t in  r e a l  e s t a t e ,  a m a jo r i ty  o f AcSEC 
b e l i e v e s  th e  fo l lo w in g  g u id a n c e  i s  a p p r o p r i a t e :
•  I f  th e  le n d e r  w i l l  r e c e iv e  a m a jo r i ty  o f th e  
e x p e c te d  r e s i d u a l  p r o f i t  from  th e  p r o j e c t
(a d e te r m in a t io n  o f  t h a t  f a c t  w i l l  r e q u i r e  
a c r i t i c a l  a n a l y s i s  o f  a l l  th e  te r m s ) ,  th e  
le n d e r  sh o u ld  a c c o u n t fo r  income o r lo s s  
from  th e  a rra n g e m e n t a s  a r e a l  e s t a t e  i n ­
v e s tm e n t as s p e c i f i e d  by FASB S ta te m e n t 
No. 67 , "A c co u n tin g  fo r  C o s ts  and I n i t i a l  
O p e ra t io n s  o f  R e a l E s t a t e  P r o j e c t s , "  and 
FASB S ta t e m e n t  N o. 6 6 , " A c c o u n t in g  f o r  S a l e s  
o f R eal E s t a t e . "
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•  I f  th e  le n d e r  h a s  l e s s  th a n  a m a jo r i ty  
p a r t i c i p a t i o n  in  th e  e x p e c te d  r e s i d u a l  
p r o f i t ,  th e  e n t i r e  a rra n g e m e n t may be 
in  e s s e n c e  a r e a l  e s t a t e  j o i n t  v e n tu r e .
A lthough  th e  p r o v is io n s  o f  SOP 7 8 -9 ,
"A cco u n tin g  fo r  In v e s tm e n ts  in  R ea l E s t a t e  
V e n tu r e s ,"  and FASB S ta te m e n t No. 34 ,
" C a p i t a l i z a t i o n  o f  I n t e r e s t  C o s t ,"  as 
m o d if ie d  by FASB S ta te m e n t No. 58 fo r  
in v e s tm e n ts  a c c o u n te d  fo r  by th e  e q u i ty  
m ethod , do n o t a p p ly  e x p l i c i t l y ,  th e y  may 
p ro v id e  u s e f u l  g u id a n c e .
I f  th e  r i s k s  and rew ard s  a r e  deemed to  be s im i l a r  to  th o s e  
o f  a lo a n ,  i n t e r e s t  sh o u ld  be re c o g n iz e d  as income as  s p e c i f i e d  
in  th e  lo a n  a g re e m e n t, s u b je c t  to  r e c o v e r a b i l i t y  under th e  n e t  r e a l ­
i z a b le  v a lu e  t e s t .  SOP 7 5 -2 , "A c co u n tin g  P r a c t i c e s  o f  R ea l E s t a t e  
In v e s tm e n t T r u s t s , "  and th e  AICPA a u d i t  and a c c o u n tin g  g u id e ,  S av ing  
and Loan A s s o c i a t i o n s , p ro v id e  g u id a n c e  t h a t  may be r e l e v a n t  in  
a s s e s s in g  th e  r e c o v e r a b i l i t y  o f  such lo a n  am ounts and a c c ru e d  
i n t e r e s t .
Even i f  th e  le n d e r  a c c o u n ts  fo r  such an a rra n g e m e n t as a 
lo a n ,  th e  le n d e r  sh o u ld  c o n s id e r  w h e th er im m edia te  r e c o g n i t i o n  o f 
f e e s  t h a t  exceed  a s s o c ia t e d  c o s t s  i s  a p p r o p r i a t e ,  r e g a r d l e s s  
o f  how t h o se  f e e s  a r e  d e s c r ib e d .  The g u id a n c e  t h a t  sh o u ld  be c o n ­
s id e r e d  on th e  t r e a tm e n t  o f  such  f e e s  as y ie ld  a d ju s tm e n ts  i s  c o n ­
t a in e d  in  th e  AICPA g u id e s ,  A u d its  o f  Banks and S av in g s  and Loan 
A s s o c ia t io n s .
